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Whether “insurance premiums” paid to a related, offshore
insurance company should be disallowed and, if so, what theories

can the Internal Revenue Service assert in a notice of deficiency
to disallow the deductiocons.

Conclusgion and Summary

It appears that a portion of the amounts paid should be
disallowed because the premiums paid by hwere in

excess of arm’s length commercial rates. NOGIY®

In implementing I.R.C. §§ 482 and 845(a), the standard to

apply is that of an uncontrolled taxpayer dealing at arm’s length
with amothee uncomtrolled taxpayer. [
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Facts

We understand the facts are as follows. The Interﬁal-

Revenue Service is examining —
{» "} for the fiscal years ending 3/31/

3/31 and 3/31/88 . s 2 C corporation

engaged in [l construction. There are a number of entities.
within the consclidated group, and a number of related entities
outside of the consolidated group.

‘ The following individuals and entities owned stock in
—CJELS of March 31, I

Shareholder Shares Owned $ Owned

Total

I ) s che sole owner of [

children. ‘g gister.
‘s three children are equal shareholders in’
, LLC wholly owns

r.r). .

(\\
was incorporated on 3/31/ in the
elected to be treated as a

"z
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A
domestic corporation under I.R.C. § 953(d).

also elected to be taxed on only its investment income under
I.R.C. § 831(b).

has a self-insured workers' compensation

program.
(" ") manages the program. ,
started entering into reimbursement agreements with

. rPursuant to the agreement, I
agreed to reimburse * for claims made against its

self-insured workers’ compensation program. According to the

agreement, 's loss limits are § per
annually.

each occurrence and $§

issued the following “policies” to NG

Policy No. covers the period 4/1/ through 3/31/
Policy No. covers the period 4/1/ through 3/31/
Policy No. covers the period 4/1/ through 3/31/
Policy No. covers the period 4/1/ through 3/31/
Policy No. covers the period 4/1/ through 3/31/

e paid = 5 I
each policy since policy ] made the payment

on March 31 of each policy period. The taxpayer’s
* was

representatives have explained that
responsible for all claims that came in prior to March 31% for
each policy period. For example, on March 31, '

B o:id sSEE for policy B which covered ¢/1/|}

through 3/31/. If a claim came in on (for an
injury that occurred during 4/1/J] through 3/31/|8) ,

B r2id the claim and was not entitled to reimbursement.

1f the claim came in on | (for an injury that
occurred during 4/1/HM through 3/31/.} , *paid

the claim and was reimbursed by For each year at

issue, s deducted any claims which it paid during
the year and deducced che SN chat ic paid co I

has no employees and has its bank
. conducts no
is not aware of s

DISCUSSION

account in
other business.
agreement with

* By making this election, || IGTczcNIEIININIIINGNING 21 =xc1ude

from income up to 3 of insurance premiums annually.
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1. Section 482

The Internal Revenue Service has broad discretionary power
to allocate income under I.R.C. § 482, and the taxpayer has a
heavier than normal burden to prove that the allocation is
arbitrary or unreasonable. Progcter & Gamble Co. v. Commissioner,
95 T.C. 323, 331 (1990), aff’'d, 961 F.2d 1255 (6th Cir. 1892).
I.R.C. § 482 provides, in pertinent part:

In any case of two or more organizations, trades, or
businesses . . . owned or controlled directly or
indirectly by the same interests, the Secretary may
distribute, apportion, or allocate gross income,
deductions . . . between or among such organizations

if he determines that such distribution,
apportionment, or allocation is necessary in order to
prevent evasion of taxes or clearly to reflect the
income of any of such organizations

Thus, for I.R.C. § 482 to apply, a transaction must be between
two or more entities owned or controlled by the same interests,
and the allocation must be necessary in order to prevent evasion
of taxes or clearly reflect income.

The regulations broadly define control “to include any kind
of control, direct or indirect, whether legally enforceable, and
however exercisable or exercised.” Treas. Reg. § 1.482-1(a) (3).
In this case, the corporations were clearly owned and controlled
by the same interests.

It appears that disallowing a portion of the $_
“premium” paid by [ I i nccessary to prevent
evasion of taxes and/or clearly reflect income. It is probably
no coincidence that || GG -2 ;TN -
N -:ach year and that the premium never
changed. This is the amount equal to the exclusion for small
insurance companies under I.R.C. § 831(b). Additionally,
B - ooy vo: o NN -nnually or
insurance up to seems extremely excessive.
Obviously the $% exclusion under I.R.C. § 831 (b).

provided an opportunity for _ to turn its taxable
income into nontaxable income by paying an excessive “premium.”

When making an allocation under I.R.C.°§ 482, the standard
to be applied is that ' of an uncontrolled taxpayer dealing at
arm’s length with another uncontrolled taxpayer. Treas. Reg.
§ 1.482-1{(b) (1).
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2. Section 845

In addition to I.R.C. § 482, the Internal Revenue Cocde
contains an additional reallccaticn provision that applies
apecifically to insurance companies. Section #45(a) generally
allows the Internal Revenue Service tao reallocate income between
two or more related parties who are parties to & reinsurance
agreement. (AVENACY

3. Section 162

Generally, premiums paid for insurance are deductible under
I.R.C. § 162(a) if directly connected with the taxpayer’'s trade
or business. Treas. Reg. § 1.152-1(a). However amounts set
aside as reserves for the payment of anticipated losses are not
deductible business expenses under I.R.C. § 16z(a). United
Srates v. General Dynamics Corp., 481 U.S. 239, 243-244 (1987);
Strearns-Roger Corp. v. United States, 774 F.2d 414 (10°F Cir.
1985) ; Spring Canvon Coal Co. v. Commissioner, 43 F.2d 78 (Lot
Cir. 1530).

Although the Internal Revenue Code does not define
“insurance,” to constitute insurance a transacticn must involve
“risk shifting” (from the insurad to the insurer) and “risk
distribution” (by the insurer). Helvering v. le Gierse, 312 U.S.
531, 539 (1941). Risk shifting has been described as involving
vwhe shifting of an identifiabla risk cf the insured to the
insurer.” Humanz, Inc. v. Commissioner, 881 F.2d 247, 251 (&%
Cir. 1989). Risk distribution involves shifting tec a group of
individuals the identified risk of the insured. Id. The focus

! The agreement between _ and _
provides that policy premiums and leoss limits will
be determined by an independent actuary.
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is broader and locoks more to the insurer as to whether the risk

. insured against can be distribuked over a larger group rather
than the relationship between the insurer and zny single insured.
Id.

Each court that has addressed whether a parent corpgration
can deduct as insurance premiums payments made to its captive
insurance subsidiary has ccncluded that the underlying
transaction deoes nct involve sufficient risk shifting to
constitute insurance where the captive insures only its parent or
parent’s other subsidiaries. E.g., Carnation Co. v.
Commissioner, 640 F.2d 1010 (9% Cir. 1981); Clougherty Packing
Co. v. Commissicner, 811 F.2d 1337 (9°® Cir. 1995). The Sixth
Circuit and Court of Claims, however, have held that payments to
a captive insurer by its sibling subsidiary were deductible as
insurance premiums. Humana, Inz. v, Commissionexr, 881 F.2d 247
(6%% Cir. 1989); Xidde Industrieg, Inc. v. United States, 40 Fed.
Cl. 22 (1997).

Where the captive insurer accepts risks of unrelated
entities, including brother-sister corporations, some courts have
held that risk shifting and risk distribution are present and
allowed a deduction for premiums paid. Harper Group V.
Commisaioner, 975 F.2d 1341 (9% Cir. 1992) (holding that risk
shifting and risk distribution are present where the captive
received 2% to 32 percent of premiums from unrelated parties).
Where the percentage of insurance for unrelated entities is de
minimus, howsver, courts have found no risk shifting or risk
distribution. See, e.g., Gulf 2il Cerp. v. Commissioner, 89 T.C.
1010 (1987) (explaining that risk distribution nct present where
captive received 2 percent of risks from unrelated parties),
aff‘d. on this issue, rev’d. on other igsues, 914 F.2d 395 (3%
Cir. 1950).

In this case, [ ;i not receive premiums

from any unrelated parties. This fact favors finding that no
risk shifting or risk distribution occurred. gee Gulf Cil Corp.,
supra. However, it is not clear whether a court would find that
the transaction in thig case lacked risk shifting and/or risk

distribution because | IIGNNGIGNGg@EE 2 rc: cwned by
I - i the cases cited above.

In Crawford Fitting Co. v. United States, 606 F. Supp. 13§
(N.D. Chio 1985), an Ohio District Court found that a tramsactien
exhibited risk shifting and risk distribution where the insurance
company’s owners were not within the corporate family. In
Crawford, the insured corporate taxpayer was not the parent of
the insurance company or a sikling subsidiary of the insurance
company. Instead, the insuranca company was owned by individuals
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whe were alsc the owners or officers of the insured company, ox
relatives of those persomns.

The Crawford Fitting Court noted that the different
ownership relatiens were crucial to whether the taxpayer had
cbtained insurance. The court found “that the taxpayer and the
other shareholders of the captive insurance company, as well as
the insureds, were not so economically related that their
separate financial transactions must be aggregated and treated as
‘a single taxpayer.”

Like Crawford FTitting, _f.s not the parent
of , s0 a court could find that risk shifting

and risk distribution are present?®.

4. Sham

The United States Supreme Court has stated the general xule
that, absent an exception, e.g., where the arrangement is a sham
or a tax fraud, a corporation should be viewed as a separate
taxable entity. Moline Properties, Inc. v. Coumissioner, 319
U.S. 435 (1943). If the arrangement is a sham. however, payments
to a captive insurer are treated as nondeductible reserves and
not insurance premiums. Malope &. Hvde, Inc. . Commissioner, 62
F.3d 835, 839 (6th Cir. 1385).

The question of whether a transaction is a sham is highly
factual. Factors to consider in determining whether a captive is
a sham include:

1. Whether premiums charged by the captive were based on
arm’s length commercial rates.

2. Whether the captive insurer paid claiwms from its own
funds, which were separately maintained f£rom the insured.

3. Whether the captive had adequate capift:alization.

> I - I i o
gualify as a brother-sister controlled group under I.R.C.
§ 1563(a) {2). The attribution rules under I.R.C. § 1563 (e} (6)
do not apply in this case. Finally, the attributiocn rules
under T.R.C. §§ 267 and 318 do not apply to I.R.C. § 1563.
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4. Whether the captive’s business operations and assets
were kept separate from the insured.

5. Whether evidence of a valid business jurpose for the
fermation of the captive exists.

€. Whether the captive was loosely regulated by the lccale
in which the captive was incorgporated.

Malone & Hyde v. Commissiconer, 352 F.3d 835 (6ta Cir. 1995);: Ocean
Drilling & Exploration Co. v. United States, 2% Cl. Ct. 714, 728-
725 (1991), aff‘d 988 F.2d 1135 (Fed. Cir. 1953).

At this time, the case is not adeguately developed for us to
determine whether CCCNEWEREWWE | (h)(5)(AC),
.+ (b)(5)(AWP)

» .+ (D)(B)(AWP)

If you have any gquestions, please contact the undersigned =at
(304} 665-1987. '

BENJAMIN A. de LUNA
Associate Area Counsel
(Large and Mid-8izs Business)

By:_ :
ROBERT W. DILLARD
Senior Attorney (LMSB)




